Although this quote refers to the role played by research companies in the context of institutional investing (i.e., trustees facing a choice of wholesale managed funds), it is applicable to research companies' role in retail fund management (i.e., individual investors facing a choice of managed funds serving smaller investors).
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There are over two thousand retail managed funds in Australia. Given this breadth of choice and the difficulty of assessing quality, services of research companies are important to distinguishing between funds and making investment decisions. One of the primary roles of research companies in the managed funds industry is to evaluate the many funds that are available to investors. Based on an assessment of the quality of funds open to individual investors, research companies prepare lists of 'approved funds' that they believe are of superior quality and are expected to perform best in the future. Most individual investors do not access directly the services of research companies; rather, the choice of managed fund is influenced through 'investment advisers' (or alternatively called 'financial planners') who subscribe to research company publications and rely heavily on lists of 'approved' funds in making their recommendations.
Multiple quality criteria are important to mutual fund investors, however of ultimate importance is choosing investments that earn maximum risk-adjusted returns. The purpose of this study is to the evaluate the value of the 'approved' status to achieving this goal by comparing the performance of 'approved' funds to the performance of funds achieving approved status, the non gratae. The results provide important insight into the potential value of monitoring agencies in helping investors identify the best performing funds.
Information Asymmetry in the Market for Funds Management
The assessment of fund manager quality must be made in an environment of imperfect information, consisting mainly of performance history but very imprecise knowledge of managers' quality. Barzel (1982) terms this an 'excessive measurement problem' creating costs and market distortions through the information asymmetry favouring the producer.
Various mechanisms evolve in financial markets to reduce market distortions, including:
regulation, contracting, monitoring, and security design. performance or risk of each group; the comparison on an individual fund basis reveals a slight advantage to investing in 'approved' funds. Information about fund quality contained in past performance was also investigated through tests of performance persistence. The pattern in successive period performance rankings was found to be indistinguishable from random, indicating that performance record would not have aided investors in choosing the best funds.
The paper proceeds as follows: section two provides a discussion of the function and influence of research companies in Australia, and their relationship with other participants in the managed funds industry, namely: investors, fund managers and advisers. Section three describes the methodology and results of empirical tests comparing approved and nonapproved funds' performance; section four concludes.
The Role and Influence of Research Companies
The value of investments in managed funds in Australia as at September 30, 1998 was $455.6 billion. 3 The amount of assets in managed funds has grown substantially in the past decade with the largest increases being in Superannuation and Approved Deposit Funds and Unit Trusts. The growth of the unit trust sector is of particular relevance to this study because of the strong influence that independent investment advisers have on the flow of funds in this sector. During the past decade, the consolidated assets of unit trusts increased by more than 300%, from $26.5 billion to $83.0 billion. approved lists, coupled with the size and growth of the managed funds industry, suggests that the research companies are in a powerful position in being able to influence the placement of investment monies.
The approved lists comprise products considered to be the best quality, which are recommended on the basis of research and appraisal of managed funds. The process used by the research company in evaluating managers and funds is outlined in Appendix A. Both the manager and product must be considered to be of high quality in order to attain 'approved' status. 
Advisers' Use of Research Companies
Advisers rely on their knowledge of a client's situation to determine the appropriateness of a type of investment for an individual. The research companies will be relied upon generally to investigate the quality of investments of each type. Advisers subscribe to research company publications of lists of approved funds which are updated periodically and use these lists in making recommendations to investors. 'Approved' status is not the only factor taken into account, other important considerations include, for example: amount of fees charged and client sensitivity to fees; brokerage offered to the adviser; the adviser's own perception of quality; and client's opinions about particular institutions.
Many advisory firms prohibit advisers from recommending investments that are not approved. This is considered to improve the quality of the advice and is important to 'defensibility' to disgruntled clients and in the face of legal action against the firm. 7 The 6 It is important to note that the researchers are not just evaluating the quality of investment management.
Other factors that might be included in a broader definition of quality, such as customer service, are also considered. It could be inferred that funds might be rejected even if they are expected to perform well, if other aspects are found to be inadequate. 7 Under Section 851 of the Corporations Law, an adviser must have a reasonable basis for making recommendations to clients. Where the client suffers loss as a result of a recommendation that breaches Section 851, the securities adviser may be liable to pay damages.
approved/non-approved status is thus often an over-riding consideration; the other factors are generally used in choosing between approved funds. between 'approved' status and manager compensation due to the effect on fund flows. 
The Impact of Approved Lists

The Potential for Recommendations to Add Value
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Methodology and Data
The returns of approved funds were compared to those of non-approved funds on a group as well as an individual basis. The data, methodology and results of the empirical analysis performed in this study are presented in this section.
The Data
Data on the performance of 500 managed funds over the six year period, January 1989 through December 1994 8 were provided by one of the major (anonymous) research companies in Australia along with lists of 'approved' funds for each year. The company divides the funds into different categories depending upon their asset allocations and risk level. 9 Some 8 categories were eliminated from this study for reasons such as: new categories where no funds existed for the full six years; major restructuring altering the composition of the category (e.g., Unlisted Property Trusts: Income, Growth and Combined); no approved funds in the category for much of the period (e.g., super bond international); and fewer than ten funds in the category. There has been a recent proliferation of the number of managed funds in Australia.
In some categories the majority of funds are less than two years old. The categories included in this study were chosen on the basis of relative longevity and relevance (i.e., wide use).
Nevertheless, many of the funds in this study have not been in existence the entire seven-year period.
Survival Bias
Performance data were available only for funds still in existence. To the extent that the better performers survive, evidence regarding the status of individual non-survivors will not be considered and the average performance of each group (approved and non-approved) will be overstated. If the non-survivors tend to be non-approved the results will be biased against finding that the approved funds outperform the non-gratae. If however, non-survivors tend to be approved funds the results of the study will be biased towards finding that the approved funds outperform the non-gratae.
Unfortunately the data on non-surviving funds were not available for this study. An important omission of which we are aware is Estate Mortgage. The collapse of the $700 million fund was one of the more colourful episodes in the history of managed funds in Australia. The only data available is on the restructured trusts listed on the Australian Stock Exchange. The Estate Mortgage Trusts do not appear on the approved lists, creating the former type of bias against finding that approved outperform non-approved.
On the other hand, the demise of unlisted property trusts precluding their inclusion in this study may contribute bias favouring the approved funds. The crash in commercial property in 1989 resulted in many of the funds being split up and listed on the Australian Stock Exchange. The approved lists show a wide range of property trusts including two of the more notorious failures: Austwide Flexi and Armstrong Jones Australian Growth funds.
Calculating Returns
The Research Company supplied unit price data and income distributions for all of the retail funds they tracked over the period January 1, 1988 through December 31, 1994 which were used for calculating returns for individual years. They also supplied average returns over three-, five-and seven-year periods.
growth-only funds
As returns are realised completely through capital appreciation, returns equal the percentage change in fund value:
where : r g,t = annual return for fund g for period t − 1 to t up g,t = unit price for fund g at time t income funds Returns are comprised of income distributions as well as capital appreciation. Return calculation assumed reinvestment of all distributions. Data reporting the distribution in cents per unit and reinvestment price were used to calculate the additional units purchased. The total number of units at year-end multiplied by unit value at year-end yields the year-end dollar value. Rate of return was calculated as the percentage change in opening and closing values as above. An illustration of how income distributions were incorporated in return calculations is provided in Appendix B.
3.4
Performance Comparison Results
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10 The tests performed in this study are conducted within style categories comprised of funds with similar risk characteristics. Comparing returns of same-style approved and non-approved funds effects an implicit control for risk.
Mean Returns
Although investors choose a fund on the basis of various qualities, 11 they are ultimately concerned with maximising risk-adjusted returns. A broad comparison of the performance of the approved and non-approved funds was undertaken in testing the hypothesis that approved funds out-(under-) perform non-approved funds. For each style category, a two-tailed, independent sample t-test of the difference between annual average return was performed.
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The results for each year are presented in Appendix C. Out of 70 results, there are 38 cases where the mean return of approved funds exceeds that of the non-approved funds; 32 cases provided the opposite result with the average return to non-approved funds exceeding that of the approved. The difference between the mean performance of the two groups is very small in many cases; the difference was significant in only two of the tests, favouring the approved group in both instances. This evidence leads to a failure to reject the null hypothesis that there is no difference between the performance of the approved and non-approved group at a 95% level of confidence.
Comparing Two Hypothetical Portfolios
Compound returns from the average approved and non-approved funds were compared by constructing hypothetical portfolios comprising an equal weighting in each category for approved and non-approved funds. Table 2 reports the results that would have been achieved if $1000 were invested in each of the fourteen categories in 1989 and earned the average return for the approved or non-approved funds within that category each year.
The difference in the value of the hypothetical portfolios is quite small in most cases. The approved funds outperformed non-approved in three of the thirteen categories. a in categories where no funds were approved in certain years, no earnings were added to either total for that year
Do Approved Funds Tend to be Better Performers?
Chi-Squared Test of Randomness
If approved funds tend to be better performing funds they will rank disproportionately among the top funds in each year. An analysis of the distribution of performance ranking was undertaken in testing the null hypothesis that approved funds annual performance is randomly distributed. As an overall measure of how the observations deviate from the null hypothesis, a chi-squared goodness of fit statistic was calculated for each group in each year there was three or more approved funds. The results reported in Appendix D indicate three tests out of fifty where there is a statistically significant deviation from randomness, two of which are disproportionately low performance of approved funds. 
Does Holding 'Approved' Funds Help Avoid 'Dogs'?
It could be argued that the approved status lowers the probability of investing with a bad fund. The data indicate that avoiding bottom quartile performance by investing only in approved funds has about a twenty-five percent probability. Appendix D shows thirteen of the fifty cases (approximately twenty-five percent) with no approved funds in the bottom quartile.
Avoiding the bottom ten percent, however, appears to be helped by choosing an approved Approximately thirty-three percent of the time an approved fund appears in the top decile.
Buy-and Hold Comparison of Performance
A comparison of the performance of approved versus non-approved funds was undertaken by comparing the performance of a randomly chosen approved fund versus a randomly chosen non-approved fund over various time periods. In each style category, an approved fund and a non-approved fund was chosen randomly at the beginning of each year.
Performance based on compound annual returns over the period through the end 1994 is compared in Table 3. The table reports approved funds with forty of the seventy-two cases (fifty-five percent) where the approved fund's performance exceeds that of the non-approved.
Choosing Funds on the Basis of Past Performance
If research company recommendations perform no better than random selection, investors might prefer to choose their own investments at random or using data on past performance. The purpose of this section is to assess whether selecting on the basis of past performance is a viable alternative to following research recommendations.
Performance Persistence Evidence
Several studies have examined managed funds' performance consistency by comparing subsequent period rankings. Jensen (1968) Dunn and Theisen (1983) who found no predictive value in past performance. Studies using Australian data (Bird, Chin and McCrae (1982) and Robson (1986) ) are consistent, finding that runs of superior performance occurred no more frequently than expected in a random outcome.
A recent 'wave' of studies has revisited the area of funds performance providing evidence of both superior returns and persistence of performance. These studies include: Bauman and Miller (1994) ; Goetzman and Ibbotson (1994) ; Grinblatt and Titman (1993) ; Hendricks, Patel, and Zeckhauser (1993); and Coggin, Fabozzi and Rahman (1993); Brown and Goetzman (1995); Malkiel (1995); and Elton, Gruber and Blake (1996) . On the other hand, recent studies by Bogle (1992) and Phelps and Detzel (1997) report no evidence of persistence in the ranking of mutual funds. Blake, Elton and Gruber (1993) find bond funds under-perform indices by an amount about equal to management fees and find no evidence of performance persistence. 
Chi-Squared Contingency Tests for Performance Persistence
Dunn and Theisen's (1983) method of analysing subsequent period ranking was followed in testing for performance persistence in the sample used in this study. The mean return of each fund was calculated for the 1988-1991 period and for the subsequent threeyear period. The mean returns were ranked into quartiles 1 (top 25%) to 4 (bottom 25%) of performance. The relationship between the quartile ranking in successive three-year periods is shown in Table 4 . If performance is random the entries should be distributed evenly with approximately twenty-five percent in each quartile. The figures indicate that of the funds in the top quartile in the first period, sixty-two percent remained above average in the second period, while fifty-two percent of the bottom performers remained below average.
The null hypothesis that there is no relationship between periods was tested by calculating the chi-squared statistic. 15 The value of 9.64 which is less than the critical value (χ 2 = 16.92; α = .05, d.f. = 9) leads to a failure to reject the null hypothesis. There is no evidence of performance persistence other than that which can be explained by chance.
Conclusion
Whether retail investors in Australia earn higher returns investing in 'approved' funds versus non-approved funds was investigated in this study. The average performance of 'approved' and non-approved funds was compared through t-tests of the difference between the mean annual performance of each group. The approved mean is higher in thirty-eight of the seventy comparisons (fifty-four percent), however only two are statistically significant;
there were no cases of statistically significant out-performance by the average non-approved.
Quartile ranking was examined to investigate whether approved funds rank disproportionately among top (or bottom) performers. Chi-squared tests indicated three of fifty cases where ranking deviated from random, two of which were disproportionately low performance of approved funds. A comparison of holding period returns of randomly selected funds slightly favours the 'approved' funds, with thirty-nine of the seventy-two cases (fifty-four percent) where the approved fund's performance exceeds that of the nonapproved. Finally, selecting funds on the basis of past performance does not appear helpful to identifying superior performers as tests of performance persistence were insignificant at the 95% confidence level.
The results generally reveal no significant difference between the performance of approved and non-approved funds on a group as well as individual basis, suggesting that the classic return-maximising investor would not be aided by the research company's recommendations. 16 To the extent that advisers rely on approved lists they are unlikely to add any value in fund selection.
In In addition, the necessity of their monitoring function can be questioned considering the robust U.S. mutual fund industry that relies on market mechanisms rather than a system of independent ratings. Developments in the U.S. are watched with interest by the Australian industry, as there is a perception that the Australian market will mature in a similar way. The
United States has a more mature and less regulated market for managed funds. In the U.S.
there are several companies providing information about mutual funds but there are no approved lists; investors rely on quantitative data and their own judgement. Despite the 'caveat emptor' ethos in the U.S., the growth and popularity of mutual funds there demonstrates a high level of confidence in mutual funds. This study provides important insight into the potential value of monitoring agencies in helping investors identify the best performing funds. The result00s suggest that a system of explicit monitoring of fund quality through ratings may not be preferred market mechanisms which appear effective in the U.S., for example, where investors do not require the approval of research companies. 
Components of a Fund Review
As an indication of the processes used by research companies, this appendix provides a description of how the research company providing the approved lists evaluates managers and funds.
Before any fund attains 'approved' status, both the manager and the product must be considered to be of high quality. Notably, the review is not focussed solely on the quality of investment management, but other factors that comprise a broad definition of quality such as customer service. It may be inferred that funds may be rejected even if they are expected to perform well if other aspects are considered inadequate. The research company endeavours to include a diversity of managers and investment styles and philosophies within each type on the approved list. The following areas are examined:
Investment Management
• ability to add value in asset allocation and stock selection within defined risk controls • structure of the decision-making process • accountability of decision makers and monitoring of performance 
Comparison of Mean Performance of Approved and Non-Approved Funds
Two-tailed t-tests of significant differences between mean performance of approved ( X 1 ) and non-approved ( X 2 ) funds were conducted for each category in each year. In each case, Levene's test was conducted to determine equality of variances of the two groups. In 60 of the 70 cases with p-value > .05 (indicating equality of variances) the t-tests were carried out using the t-value, df and two-tail significance for equal variances. In the 10 cases with pvalue = .05 t-value, df and two-tail significance for unequal variance were used.
The null hypothesis that there is no difference between the average performance of approved funds (µ 1 ) and the average performance of non-approved funds (µ 2 ) is tested by constructing a confidence interval:
where :
If zero does not fall within the confidence interval, the difference between the means is considered significant at the α = .05 level and the null hypothesis can be rejected with 95%
confidence.
APPENDIX C (cont.)
The following tables report the results of tests comparing the average return of approved funds to the average return of non-approved funds in each year. The t value: 1  0  1  2  ------2  3  2  3  ------3  1  2  2  ------4  0 .6 3.7 3.6 1 a N = total number of approved funds * significant at .05; critical value (df=3) χ 2 = 7.81 --fewer than three approved funds in that year
